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STATE TREASURER’S INVESTMENT COMMITTEE 
Treasurer’s Conference Room 

Wednesday, February 08, 2012, 9:00 a.m. 

 
MEETING AGENDA (5 Min) 

Roll Call 

Introduction of Guests and Presenters 

1. Approval of February 08, 2012 Agenda    Action 

2. Approval of January 11, 2012 Minutes    Action 

 

INVESTMENT REPORTS (40 min) Month Ended 

December 31, 2011  

3. Executive Summary      Informational 

4. Investment Policy Compliance Report    Informational 

5. Quarterly Investment Review     Informational 

6. Portfolio Summary – General Fund and Cash Projection  Informational 

7. Portfolio Summary -- Local Government Investment Pool (LGIP) Informational 

8. Portfolio Summary -- Tax-Exempt Bond Proceeds Investment Pool Informational  

9. Portfolio Summary -- Taxable Bond Proceeds Investment Pool  Informational 

10. Portfolio Summary -- Severance Tax Bonding Fund   Informational 

11. Summary of Broker Participation      Informational  

12. Quarterly Financial Advisory Report - 

Davidson Fixed Income Management    Informational 

 

CASH MANAGEMENT  Month Ended 

& COLLATERAL REPORTS (10 Min) December 31, 2011 

13. State Agency Deposit Balances     Informational 

14. Collateral Report on Agency Deposits & CD    Informational 

 

COMMITTEE REPORTS 

 

OTHER (5 min) 

 

15. Broker/Dealer Application & Process Update 

16. Question Period 

17. Next Meeting –Wednesday, March 14, 2012, 9:00 am 

18. Adjournment
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New Mexico State Treasurer’s Office 

STIC Committee Meeting  

Meeting Minutes 

Wednesday, January 11, 2012 

 

I. Call to order 

Chairman, Spencer Wright called to order the meeting of the STIC Committee 

at 9:00 am on January 11, 2012 in NMSTO Conference Room. 

II. Roll call 

The following Committee Members were present: 

Deputy Treasurer Mark Valdez, Representing Treasurer James B. Lewis  

Spencer Wright, Chairman 

Paul Boushelle, Public Member 

Paul Cassidy, Public Member 

Stephanie Schardin Clarke, Board of Finance Member (Left meeting at 10:00 am) 

Presenters 

Vikki Hanges, STO Portfolio Manager (PM) 

Arsenio Garduno, STO Collateral Manager 

Sam Collins, STO State Cash Manager 

Other Attendees 

Linda Roseborough, STO Chief Investment Officer 

Kirene Bargas Guardado, STO 

Virginia Murray, STO  

Yasmin Dennig, STO General Counsel 

 

III. Approval of Agenda  

Chairman Spencer Wright asked for a motion for approval of the agenda.  The agenda 

was moved by Stephanie Schardin Clarke, seconded by Paul Cassidy and unanimously 

adopted. 

No questions, comments, or discussion. 

 

IV. Approval of Minutes  

Chairman Spencer Wright asked for a motion to approve the meeting minutes. 

The minutes were moved by Paul Boushelle and seconded by Paul Cassidy with a minor 

change to Stephanie Schardin Clarke position as Board of Finance Member. 

No questions, comments, or discussion. 

V. Approval of Work Plan, Spencer Wright 
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Chairman Spencer Wright provided a brief summary of the information presented. He 

noted that the work plan outlines a breakdown of deliverables during future STIC 

meeting agendas. 

Chairman Spencer Wright asked for a motion to approve the work plan 

The work plan was moved for approval by Stephanie Schardin Clarke subject to moving 

the review of any plan changes to legislation concerning investments from the October 

STIC meeting to the March STIC meeting. The action item was seconded by Paul 

Cassidy and unanimously adopted.   

No questions, comments, or discussion. 

 

VI. Executive Portfolio Summaries, Vikki Hanges 

The STIC binder contents were presented within the Executive Summary portion of the 

presentation. Below is a summary of discussion. 

There was discussion between Paul Boushelle and Vikki Hanges of the bank account 

collateral being set at 100%.Member Boushelle  followed up asking with the planned 

restrictions under Dodd-Frank being implemented at the end of 2012, whether there had 

been discussion on what the banks plan on doing once the required 100% 

collateralization policy regarding public deposits is implemented.  

Portfolio Manager Hanges noted that the banks are aware of the planned future restriction 

and that currently, due to S&P requirements on the LGIP positions, all banks currently 

are holding a minimum of 100% collateral using government securities. 

A brief discussion was held about the relative merit of lines of credit versus full 

collateralization.  The other NM STO portfolios are permitted to use bank accounts 

collateralized by lines of credit. Member Cassidy noted that adding lines of credit adds on 

new counter party risks.  

Member Cassidy asked for clarification regarding the STO policy regarding commercial 

bank lines of credit. Portfolio Manager Hanges noted that we do not use commercial bank 

line of credit we use government agency lines of credit only. 

Member Boushelle commented about the issues concerning bank exposure to commercial 

real estate.  He noted that several large commercial real estate projects in New Mexico 

are struggling to deal with potential refinancing despite having positive cash flow.  He 

noted the frustrations that banks are currently experiencing with regulators and the 

treatment of current loans that may not meet the financial requirements of the bank 

regulators. It was further noted that there are no financing tools available to support the 

commercial real estate market at this time and that there may be additional pressures on 

bank balance sheets dealing with this issue, especially as the regulators are pushing to 

reduce overall bank balance sheets..   

Chairman Wright noted that performance numbers are not available for the next several 

months of reports due to the fact that NMSTO is working with JP Morgan to address the 

effects of the Reserve Primary Fund writedown during FY11.  
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No further questions, comments, or discussion. 

VII. General Fund Investments, Vikki Hanges 

The STIC binder General Fund contents were presented within the Executive Summary 

portion of the presentation.  

VIII. LGIP, Vikki Hanges 

The STIC binder LGIP contents were presented within the Executive Summary portion of 

the presentation.  

IX. Tax-Exempt BPIP, Vikki Hanges 

The STIC binder Tax-Exempt BPIP contents were presented within the Executive 

Summary portion of the presentation.  

X. Taxable BPIP, Vikki Hanges 

The STIC binder Taxable BPIP contents were presented within the Executive Summary 

portion of the presentation.  

STBF, Vikki Hanges 

The STIC binder STBF contents were presented within the Executive Summary portion 

of the presentation.  

XI. Investment Accounting Reports, Vikki Hanges 

The STIC binder Investment Accounting Report contents were presented within the 

Executive Summary portion of the presentation.  

XII. Investment Policy Compliance Report, Vikki Hanges 

The STIC binder Investment Policy Compliance Report contents were presented within 

the Executive Summary portion of the presentation.  

XIII. Summary of Broker Participation, Vikki Hanges 

The STIC binder Broker Participation contents were presented within the Executive 

Summary portion of the presentation.  

XIV. Economic and Investment Outlook, Vikki Hanges 

The STIC binder Economic and Investment Outlook contents were presented within the 

Executive Summary portion of the presentation.  

XV. State Agency Deposit Balances, Sam Collins 

The STIC binder state agency deposit balances contents were presented in its entirety.  

Cash Manager Collins noted a status of the General Fund historical data included within 

the presentation. Chairman Wright noted that the blue portion of the chart displays the 

CORE portion of theGeneral Fund, the green portion is the Liquidity portion, and the red 

displays the amount on deposit with the fiscal agent bank. The cash management area and 

collateral have worked closely to attain a better projection of the amounts needed for cash 

flow needs.  
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Despite a dramatic increase in the CORE percentage in the portfolio, STO has been able 

to selectively add investments without dramatically reducing the overall yield of the 

portfolio.  

 

Member Schardin Clarke asked for clarification on the Bank of America accounts 

reflected on the chart, as the Fiscal Agent Bank agreement ended before June 30, 2011 

and there appears to be activity after that date.  

Cash Manager Collins noted that there are still sub-accounts of the previous fiscal agent 

accounts which receive frequent direct deposit activity. There has been an order from NM 

STO to use the current custody bank, there seems to be a few who have not followed such 

order. Member Schardin Clarke reiterated that after a particular date we no longer have a 

contract with the bank therefore, we need to be careful of using the accounts as there are 

no contracts in place. .  

Member Cassidy whether there was a policy on the state balances at the fiscal agent bank 

and further whether there had been discussions with therating agencies regarding bank 

balances. Member Schardin Clarke noted that there is a bucket structure involving 

general fund reserves. It is a policy decision and not a statutory requirement with regard 

to the targeted account balance. .  

Chairman Wright asked if there were questions or comments. 

XVI. Collateral Report, Arsenio Garduno 

The STIC binder collateral report contents were presented in its entirety.  

In response to a question regarding the aforementioned Dodd-Frank requirements, 

Collateral Manager Garduno addressed Member Boushelle that any policy changes to 

collateral must be submitted through the Board of Finance. Member Boushelle noted that 

when the collateral policy changes nationwide, that NMSTO should continue quarterly 

assessments. Collateral Manager Garduno added that when the Dodd-Frank restrictions 

are adopted, they will be in excess of the current collateral policy. 

Collateral Manager Garduno asked if there were questions or comments. 

No questions, comments, or discussion. 

XVII. Audit Information, (Presented after Reserve Primary Fund) Spencer Wright 

The STIC binder audit information contents were presented in its entirety.  

Spencer Wright asked if there were questions or comments. 

No questions, comments, or discussion. 

 

XVIII. Reserve Primary Fund, (Presented before Audit Information) Spencer Wright 

The STIC binder Reserve Primary Fund contents were presented in its entirety.  

Spencer Wright asked if there were questions or comments. 

No questions, comments, or discussion. 

 

XIX. Question Period, Spencer Wright 
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Chair Spencer Wright asked if there were questions or comments. 

 No further questions, comments, or discussion. 

XX. Next Meeting- Wednesday, March February 08, 2012 @ 9:00 a.m. at STO.  

Chair Spencer Wright noted the date and time of meeting. 

No further questions, comments, or discussion.  

XXI. Adjournment 

Chairman Spencer Wright adjourned the meeting at 10:45 am.  

The adjournment was moved by Paul Cassidy and seconded by Paul Boushelle.  

 

Minutes were taken by Kirene Bargas Guardado, on January 11, 2012. 

Minutes approved by: Linda Roseborough on January 30, 2012. 
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Davidson Fixed Income Management, Inc.  



Executive Summary 

Purpose and 

Scope  

Provide the State Treasurer, STIC members and STO staff with a review of  

investment strategy and portfolio performance relative to the established 

benchmarks.  

Review the management, risk and investment strategies that are employed 

to meet the investment policy objectives. 

Evaluate the performance of the portfolios relative to established 

benchmarks.  

Key Points  
 Investment Strategy 

Objectives:  The policy objectives of safety, liquidity and return are being 

met through effective strategies emphasizing: diversification, credit quality 

and maturity constraints.  

Performance:  The performance numbers are not available from JP Morgan 

for the quarter.  Therefore, information is missing in this report and will be 

reported in the next quarterly report.  

Looking to start standard bi-weekly meetings to provide for guidance and 

accountability of projects to be completed by STO staff and management. 

Custodial bank reporting versus QED reporting continues to be a priority to 

reconcile.   

Benchmark review and recommendations are in this report.  

Inconsistencies have been found in the investment policy and it is 

recommended to review the entire policy for updates and clarification of 

the investment grade terminology.  

Review credit process documentation.   
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Projects    



Market Overview 
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Davidson Fixed Income Management, Inc.  

As we review the market in 2012, it is important to keep our perspective regarding the significant 

issues that affected interest rates this year.  Just one year ago, ten year treasury yields were 

trading at 3.30%.  Then came the Arab Spring, the Japanese earthquake and tsunami, the debt 

ceiling debacle, double-dip fears and the mess in Europe.  In the middle of all this, S&P 

downgraded the US debt and yields on Treasury and Agency securities still reached their lowest 

yields in history. All these crisis points forced investors to flee to quality and that quality remains 

the US Treasury and GSE debt securities. The significance of the 10-year yield collapse is that 

longer term yields tend to tell us what the market expects in the future.  10-year treasuries hit a 

low of 1.695% in mid-September and ended the year just under 2%.  This low yield outlook does 

not give us great hope to see significantly higher yields in the immediate future.  

  

Important considerations for the coming year 

 Investment Strategy: It is important to evaluate the purpose of each investment fund to 

ensure that the investment strategy meets the investment objectives.   Longer-term portfolios 

may perform well in a sustained low rate environment.   Balancing risk and return in these 

longer funds will be critical.  

 Credit Default Risk:  Was 2008 the worst ever?  Does too big to fail to exist?  How are 

municipals really protected?  Will the pension exposure be too much for some?   Stay tuned 

and choose wisely.    

 Best Practices:  Never before have oversight boards been more interested in the investment 

side of the balance sheet.  Investment income is 1/5th of what it was just 5 years ago.  Is it 

the investment strategy or the market or a combination of both.  Being transparent, 

accountable and efficient are key themes.   

 



Market Overview 

  

Fed Policy:   

The Fed acknowledges the ongoing difficulties of Europe, saying strains in global financial 

markets continue to pose significant downside risks to the economic outlook. But they did 

acknowledge that the domestic economy continues to improve. Housing prices are stabilizing, 

unemployment remains elevated but confidence is improving.  The Fed expects inflation to remain 

below its long-term target over the next several quarters.  The most significant comments from the 

fed is their continued bias towards easing, a conclusion reinforced by its again mentioning its dual 

mandate of promoting full employment and price stability. We are not sure how they will ease 

further.  Fed funds remain at 0% and if they add to operation twist, longer-term rates could be 

significantly impacted. 

Source: Action Economics report: Third party provider to DFIM.   

Economic Indicators and Composite Economist Outlook : Bloomberg composite economic 

projections  are for growth of GDP, with controlled inflation and improved unemployment 

 

Source:  Bloomberg Fed Forecasts 

 

Indicator 2007 2008 2009 2010 2011 2012 est  2013 est 

Real GDP 2.10 0.40 -2.40 2.80 1.80 2.30 2.45 

CPI (YOY) 2.87 3.85 -0.30 1.60 3.20 2.10 2.10 

Unemployment 4.60 5.80 9.30 9.70 9.00 8.50 8.20 
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Market Overview 

 Composite Economist’s Rate Projections:     No change is projected for overnight rates through 

Q3 2014.  Rates in the 2 year and 10 year are not expected to rise until the end of the year.   

 

 

 

 

 

 

Source:  Bloomberg 

STRATEGY FOR THE FOURTH QUARTER 2011 AND BEYOND:  

  

 STRATEGY FOR THE NEW YEAR 2012 

  

• Keep fully invested and keep liquidity balances minimized 

• Move and hold the portfolio durations close to benchmark durations 

• Use the yield curve when possible 

 

 

  

 

 

 

 

   

 

Maturity 2010 

Ending 

2011 

Ending  

Q1 

2012 est 

Q2 

2012 est 

Q3 

2012 est 

Q4 

2012 est 

Q1 

2013 est 

Fed Rate 0.25 0.25 0.25 0.25 0.25 0.25 0.25 

3 month 0.30 0.10 0.20 0.25 0.25 0.25 0.25 

2 year 0.60 0.24 0.29 0.36 0.45 0.56 0.72 

10 year 3.33 1.92      2.04 2.20 2.38 2.59 2.77 
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Portfolio Review – New MexiGrow LGIP  

 

 

Compliance Observations 

Sector Allocation The portfolio is compliant with policy and meets 

the standards of the AAA rating by S&P.   The 

exposure to bank deposits was reduced this 

quarter to 54%.  Note that on STO holdings 

report lists the bank deposits are listed as 

Repurchase Agreements instead of Bank 

Deposits.  STO is working on correcting the 

software to accept Bank Deposits. 

Credit Quality The portfolio remains in high quality securities 

as 26.3% is in US treasury holdings and TLGP 

paper.   TLGP holdings were increased this 

quarter.  Also purchased this quarter was a 

AAA rated Supranational World Bank bond– 

also know as International Bank for 

Reconstruction & Development. The sponsor of 

this bond is multi-government and the mission 

of the Supranational is to provide development 

financings, advisory services and other 

financial services to member countries to 

achieve overall goal of improving living 

standards through sustainable economic 

growth.  Par amount of the IBRD bond is 

$20,000,000.00. 

Maturity Sector The maturity is weighted to overnight holdings 

and the weighted average maturity is 56 days. 

The portfolio manager has added floating and 

variable rate notes with longer stated 

maturities.  S&P and 2a7 rule, state that the 

Weighted Average Maturity is measured to the 

reset date of these securities and Weighted 

Average Life (WAL) is measured to the final 

maturity date.  The current WAL is 111.6 days 

versus the maximum allowable of 120 days.  
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Portfolio Review- New MexiGrow LGIP 

Davidson Fixed Income Management, Inc.  
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Objectives Observations 

Safety The portfolio is maintaining its AAA rating by 

S&P and had the highest quality investments in 

the portfolio.  The bank collateral is being 

monitored closely by STO to ensure safety of 

those assets.    

Liquidity Liquidity is being provided through bank 

deposits and 56% of the fund in these positions 

Return The portfolio is providing a yield which is 

consistent with the investment parameters. 



Portfolio Review – New MexiGrow LGIP 

 

 

  

 

Performance Observations 

Yield The Gross Yield on the pool is .26% and .21 

Net Yield for the quarter.  

Comparison to Benchmark The benchmark is the S&P GIP AAA rated 

government funds.  This consists of funds that 

invest similar to the LGIP and are rated AAA 

by S&P.  The return of the benchmark for the 

quarter was .10% Gross Yield and .01% Net 

Yield.  The primary difference in performance 

was the LGIP’s allocation in bank deposits 

versus the benchmark allocation in repurchase 

agreements and the fees charged by S&P 

GIPS.  

Outlook The floating rate notes are adding yield 

through the reset rates on those securities.  The 

outlook for interest rates remains low, 

therefore, the portfolio managers strategy of 

maximizing the WAM and WAL will continue to 

add value to the fund.  Diversifying the 

portfolio with the use of the IBRD (World Bank) 

note is adding value as well.  World Bank is 

currently selling more issues to US investors 

because they can be more competitive in rates 

with the decline in issuance by other GSEs. 
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Asset Allocation – New MexiGrow LGIP 
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Source:  STO Reports 

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND

Liquid Component- Bank/Repo $512,130,523 58.12%

Invested Component $369,075,469 41.88%

   Total Fund $881,205,992 100%

ASSET ALLOCATION MARKET VALUE % FUND

Bank Deposits - 5 Banks $482,098,813 54.71%

LGIP Bank Account $0 0.00%

Money Market Funds $0 0.00%

Bank CDs $0 0.00%

Commercial Paper $30,031,710 3.41%

US Treasury Notes/Bills $125,361,350 14.23%

GSE Agency Issues $116,631,280 13.24%

TLGP Notes/Variable $107,082,839 12.15%

Municipals $0 0.00%

Corporate Bonds-Supranational $20,000,000 2.27%

  Total Fund $881,205,992 100.00%  

 WAM MAXIMUM CURRENT

% OF 

MAXIMUM

Days 60 57 95%

WAL MAXIMUM CURRENT

% OF 

MAXIMUM

Days 111.7 120 93%



Performance Analysis –New MexiGrow LGIP 
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Source:  S&P and STO reports 

Period Ending 12/31/2011

LGIP % Allocation S&P GIP  Pools % Allocation Difference

Agency *includes TLGP 25.39% Agency 36.51% -11.12%

Bank Deposits 54.71% Bank Deposits 13.34% 41.37%

Corporates-Supranational 2.27% Corporates 0.00% 2.27%

Commercial Paper 3.41% Commercial Paper 0.00% 3.41%

Money Market Funds 0.00% Money Market Funds 5.14% -5.14%

Municipal Debt 0.00% Municipal Debt 0.39% -0.39%

Treasury 14.23% Treasury 3.46% 10.77%

Repurchase Securities 0.00% Repurchase Securities 40.93% -40.93%

Average Maturity to Reset 57 Average Maturity 41 16

12/31/2011 Quarter Prev. Quarter 12 month

LGIP  - Gross 30 day 0.279% 0.26% 0.28% 0.28%

LGIP - Net 30 day 0.229% 0.21% 0.23% 0.23%

S&P GIP Govt - Gross 0.20% 0.10% 0.15% 0.17%

S&P GIP Govt - Net 0.08% 0.01% 0.06% 0.08%

T Bill 3 month 0.01% 0.00% 0.02% 0.05%



Portfolio Review – General Fund 

  
Compliance Observations 

Sector Allocation GSE and Municipal securities were added this 

quarter as overall general funds increased. JP 

Morgan data was not available for this report, 

therefore, DFIM switched back to using QED 

data.    Several New Mexico school bonds 

were purchased this quarter and they have 

only one rating by Moody’s.  None are rated 

by S&P, therefore, they do show as non-rated 

on the JP report from November 2011.  The 

investment  policy regarding the ratings of  

New Mexico political subdivisions is unclear on 

rating requirements for these bonds.  

Credit Quality  The corporate holdings are down to 

$20,000,000 in the general fund with positions 

in Morgan Stanley due 4/12 and Abbott Labs 

due in 11/12 remaining.  The book yield on 

these securities are 5.37% as they were 

purchased several years ago.   

Maturity Sector Duration was extended in the general core 

fund this quarter and the maturities are within 

the 5 year maximum policy constraint. The QED 

system has the duration at 2.34 years, but 

DFIM believes this is the duration to maturity 

versus OAS duration. OAS duration is what JP 

Morgan reports provide, therefore, the 

duration of 2.34 years may be overstated.  
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Portfolio Review – General Fund 

  

  

 

Objectives Observations 

Safety The portfolio remains diversified among 

allowable sectors.   GSE and Municipal 

securities were increased and cash was 

decreased.  

Liquidity The liquidity component of the fund 

represented 37% of the total fund balance on 

12/31/11.  The portfolio managers continue to 

focus on keeping these balances at a minimum 

while meeting the cash flow demands of the 

state.  The liquidity funds book yield on 

12/31/11 was .10%.  

Return  The earnings rate on the core fund balance 

was 1.25% down from 1.39% the previous 

quarter.  The average earnings on the total 

portfolio at quarter end was .82%.    
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Portfolio Review – General Fund 

  

  

 

Performance Observations 

Yield The yield is consistent with the type of 

maturities in the portfolio and the average 

maturity. The core fund portfolio ended the 

quarter at an earnings yield of 1.35%. 

Total Return Comparison to Benchmark Total Return performance numbers are not 

available from JP Morgan at this time.  These 

numbers will be reported next quarter.   

Outlook  The General Fund is benefiting from the 

portfolio managers extending the duration and 

remaining fully invested.   Continued efforts on 

reducing the dependence on repurchase 

agreements and managing cash flow would 

assist in some of the accounting issues.  

Additionally, consideration to adding 

corporate quality credits may provide earnings 

benefits to the portfolio.  
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Portfolio Review – General Fund 
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TOTAL PORTFOLIO

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND DIFFERENCE

 

Liquidity Component  $      565,564,913 41%  $      551,442,887 37%  $       (14,122,026)

Invested Component  $      817,634,568 59%  $      928,349,393 63%  $      110,714,825 

  Total Portfolio  $   1,383,199,481 100%  $  1,479,792,280  $        96,592,799 

 ** JP Morgan Data

CORE FUND 

ASSET ALLOCATION MARKET VALUE % FUND MARKET VALUE % FUND DIFFERENCE

    Treasuries  $ 373,452,633.89 45.7%  $      372,092,750 40.1%  $          (1,359,884)

    Agencies  $ 375,784,571.40 46.0%  $      463,221,921 49.9%  $        87,437,350 

    Corporates  $   21,267,897.22 2.6%  $        20,503,200 2.2%  $             (764,697)

    Municipals  $   45,103,866.78 5.5%  $        67,983,150 7.3%  $        22,879,283 

    Cash and Cash Equivalent  $     2,025,598.54 0.2%  $          4,548,372 0.5%  $           2,522,773 

  Total Fund  $ 817,634,567.83 100%  $      928,349,393 100%  $      110,714,825 

** JP Morgan Data QED Data - STO

CORE FUND 9/30/2011 12/31/2011

MATURITY/DURATION YEARS YEARS

% of 

BENCHMARK DIFFERENCE

Effective Duration 1.95 n/a n/a n/a

Benchmark Duration 1.96 1.96  

WAM 2.08 2.47 0.39

 * QED Duration  

PERFORMANCE 9/30/2011 12/31/2011

 

Book Yield

Earnings Yield General Total 0.90% 0.82%

Earnings Yield Core Investments 1.39% 1.25%

Current Qtr Fiscal YTD

Total Return 

Return of Total Portfolio n/a n/a  

Return of Total GF Benchmark n/a n/a  

Return of Core Investments n/a n/a  

Return of Benchmark n/a n/a  

12/31/2011

9/30/2011

* Benchmark - 15% -0-1 year/70% 1-5 Agency Bullet / 15% 1-5 Callable Agency

                9/30/2011          12/31/2011

12/31/2011



Portfolio Review – BPIP Taxable Fund   

  Compliance Observations 

Sector Allocation The fund decreased by $46,299,582 in total 

balances, securities were sold and cash 

balanced increased to meet expected cash 

flows.   

Credit Quality The portfolio has two corporate financial bonds 

in the portfolio, Goldman due 9/1/12 and 

Morgan Stanley due 8/31/12.   These bonds 

have been exposed to the volatility of the 

financial markets.  There are two Credit Union 

Stabilization bonds that have the implied 

support of the US government in the fund.  

Maturity Sector  The average maturity of the overall fund 

decreased with the increase in cash and 

decrease in investments.  

  

 

Objectives Observations 

Safety The portfolio remains well diversified between 

issuers and high quality.  

Liquidity Liquidity increases will protect against having 

to sell securities for liquidity purposes.   

Return The yield of .97% is consistent with the maturity 

structure and quality of the holdings in the 

portfolio.  

15 

Davidson Fixed Income Management, Inc.  



 
Portfolio Review – Taxable 
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Performance Observations 

Yield The yield in the portfolio dropped  this quarter  

given the changes to the structure of the 

portfolio.  Last quarter the earnings rate was 

1.09%, while this quarter it ended at .97%. 

Total Return Comparison to Benchmark The performance data is not available from JP 

Morgan. 

Outlook Continue to balance the cash flow needs of the 

portfolio while remaining fully invested.   The 

portfolio is positioned well going into future 

lower rates.  



 
Portfolio Review – Taxable 
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TAXABLE PORTFOLIO

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND MARKET VALUE % FUND DIFFERENCE

 

Liquidity Component $56,834,078 8%  $      165,110,681 26% $108,276,602.80 

Invested Component $621,294,937 92%  $      466,718,751 74% ($154,576,185.67)

  Total Portfolio $678,129,015 100%  $      631,829,432 ($46,299,582.87)

 ** JP Morgan Data QED Reports

 

ASSET ALLOCATION MARKET VALUE % FUND MARKET VALUE % FUND DIFFERENCE

    Treasuries $153,205,101 22.59%  $      152,734,950 24.17%  $          (470,150.59)

    Agencies $452,587,079 66.74%  $      298,743,501 47.28%  $  (153,843,578.14)

    Corporates $15,502,757 2.29%  $        15,240,300 2.41%  $          (262,456.94)

    Municipals $0 0.00%  $                         -   0.00%  $                           -   

    Cash and Cash Equivalent $56,834,078 8.38%  $      165,110,681 26.13%  $   108,276,602.80 

  Total Fund $678,129,015 100%  $      631,829,432  $    (46,299,582.87)

** JP Morgan Data QED Reports

 9/30/2011 12/31/2011

MATURITY/DURATION YEARS YEARS

% of 

BENCHMARK DIFFERENCE

Effective Duration 1.24 n/a  

Benchmark Duration 1.69 1.69  

WAM 1.36 1.24  

 

PERFORMANCE 9/30/2011 12/31/2011

 

Book Yield: Period Ending 

Earnings Yield Taxable Total 1.09% 0.97%

Current Qtr Fiscal YTD

Total Return 

Return of Taxable Portfolio n/a n/a n/a

Return of Benchmark n/a na n/a

Source: JP Morgan Data

9/30/2011

9/30/2011

* Benchmark - 10% -0-3 Treasury/90% 1-3 Agency Total

12/31/2011

12/31/2011



Portfolio Review – BPIP Tax-Exempt Fund  

  Compliance Observations 

Sector Allocation Asset Allocation is in policy compliance.   This 

quarter the total balances of the fund declined 

by only $15,712,164 versus  $177,925,132 

last quarter.  The cash balances increased.  

Credit Quality The portfolio remains invested in high quality 

US Treasury and GSE agency securities only.  

Maturity Sector The maturity of the overall fund declined with 

the increase in cash and limited activity.  

  

 

Objectives Observations 

Safety Due to the high weighting in US Treasury 

backed securities the fund is very high quality.  

Liquidity Continue to track cash flow needs to prevent 

from being required to sell investment holdings. 

Return The return of the portfolio is consistent with the 

maturity and securities in the portfolio.   
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Portfolio Review – BPIP Tax-Exempt Fund  

  

  

 

Performance Observations 

Yield The earnings yield on the portfolio at the end 

of the quarter was .96%.   

Total Return Comparison to Benchmark The portfolio performance is not available at 

this time.  

Outlook Continue to track cash flow demands, while 

keeping fully invested.    This portfolio is 

primarily a cash managed portfolio and the 

benchmark will provide performance 

perspective on the portfolio, but the priority is 

to manage the cash flows in the fund.  
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Portfolio Review – Tax Exempt 
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TAX EXEMPT PORTFOLIO

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND MARKET VALUE % FUND DIFFERENCE

 

Liquidity Component  $       59,053,148 13%  $       63,726,360  $             4,673,212 

Invested Component  $    404,821,544 87%  $     415,860,496  $           11,038,952 

  Total Portfolio  $    463,874,692 100%  $     479,586,856  $           15,712,164 

 ** JP Morgan Data QED data

 

ASSET ALLOCATION MARKET VALUE % FUND MARKET VALUE % FUND DIFFERENCE

    Treasuries $41,091,042 8.86%  $       40,857,300 8.52%  $               (233,742)

    Agencies $363,730,503 78.41%  $     355,010,374 74.02%  $            (8,720,129)

    Corporates $0 0.00%  $                        -   0.00%  $                           -   

    Municipals $0 0.00%  $                        -   0.00%  $                           -   

    Cash and Cash Equivalent $59,053,148 12.73%  $       83,719,182 17.46%  $           24,666,034 

  Total Fund $463,874,692 100%  $     479,586,856  $           15,712,164 

** JP Morgan Data QED data

 9/30/2011 12/31/2011

MATURITY/DURATION YEARS

% of 

BENCHMARK DIFFERENCE

Effective Duration 1.24 74% n/a 0.55

Benchmark Duration 1.69 n/a 0.02

WAM 1.36 1.09 0.31

 

PERFORMANCE 9/30/2011 12/31/2011

 

Book Yield: Period Ending 

Earnings Yield Tax Exempt 0.98% 0.96%

9/30/2011 12/31/2011 Fiscal YTD

Total Return 

Return of Tax Exempt Portfolio 0.15% n/a

Return of Benchmark 0.37% n/a

9/30/2011

9/30/2011

* Benchmark - 10% -0-3 year/90% 1-3 Agency All 

12/31/2011

12/31/2011
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DFIM Disclosures:  

 

• This report is provided for the purpose of assisting in the monitoring of the portfolios.   

 

• The data is provided by JP Morgan and STO internal reports from QED  

 

• Additional, data is used from reports provided by STO reports. 

 

• The information contained herein has been obtained from, or is based upon, sources believed by us to be reliable but no representation or 

warranty is made as to its accuracy or completeness.   

 

• Opinions expressed are solely those of  DFIM and its employees . 
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Purpose of 

a 

benchmark 

Benchmarks are utilized for several reasons: 1) To provide for more effective 

accountability to investment decisions of the portfolio managers; 2) To ensure 

the assets in the portfolio are performing in a manner that is consistent with 

market returns; and  3) To provide for more effective tools for portfolio 

managers and oversight committees to assess risk and return expectations.   

  

Basis for selecting a benchmark:  The benchmark should represent the risk 

and return expectations of each fund in a normal interest and credit rate 

environment.   It provides the starting point for the portfolio manager to 

construct and change the portfolio on an ongoing basis from the perspective 

of risk and return.  

  

What is a Benchmark:  In most cases investors choose a market “index” or 

combination of indices, as their portfolio benchmark.  An index tracks the 

performance of a broad asset class, such as the Barclays Aggregate 

(treasury, agency, corporate and mortgages) or a narrower slice of the 

market such as all non-callable agency bonds.  Indices track returns on a 

buy-and-hold basis and make no attempt to determine which securities are 

the most attractive, therefore, they represent a “passive” investment 

approach and can provide a good benchmark against which to compare the 

performance of a portfolio that is actively managed.  Using an index, it is 

possible to see how much value an active manager adds, but it also supports 

the manager’s decisions to adjust the portfolio in high risk and low risk 

environments.   
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Properties 
Properties of a valid benchmark 

Unambiguous: The identities and weights of securities or factor 

exposures constituting the benchmark are clearly defined. 

Investable: It is possible to forgo active management and simply 

hold the benchmark. 

Measurable: The benchmark’s return is readily calculable on a 

reasonably frequent basis. 

Appropriate: The benchmark is consistent with the manager’s 

investment style or area of expertise. 

Reflective of  current investment opinions: The manager has current 

investment knowledge (be it positive, negative, or neutral) of the 

securities or factor exposures within the benchmark. 

Specified in advance: The benchmark is specified prior to the start 

of an evaluation period and known to all interested parties. 

Owned: The investment manager should be aware of and accept 

accountability for the constituents and performance of the 

benchmark. It is encouraged that the benchmark be embedded in 

and integral to the investment process and procedures of the 

investment manager. 
Source: CFA Institute 

 

Tests of benchmark quality 

Appropriate benchmarks increase the proficiency of performance 

evaluation, highlighting the contributions of skillful managers. Poor 

benchmarks obscure manager skills. Good benchmarks enhance the 

capability to manage investment risk. Poor benchmarks promote 

inefficient manager allocations and ineffective risk management. 

They also increase the likelihood of unpleasant surprises, which can 

lead to counter-productive actions and unnecessary expense on the 

part of the fund sponsor. There are several tests that can be done 

to evaluate the quality of the benchmark, such as tracking historical 

returns and standard deviations. 
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Properties 
TYPES OF BENCHMARKS 

 

Cash Management Benchmarks – tend to be used as a reference point to 

the risk free (treasury) market or 100% Treasury indices.   When these 

indices are utilized, portfolio managers and oversight committee can 

accurately measure the impact of cash flows, liquidity demands and 

investment choices relative to return.  For example:   If the portfolio was 

invested in 100% agency securities with the exact same duration as the 

index, added performance would be due asset allocation choice of the  

higher yielding agency securities versus treasury securities.    If the 

portfolio was invested in 100% agency securities, with duration at 80% 

of the benchmark, then the portfolio characteristics relative to the 

benchmark reflect a lower interest rate risk (duration)   and higher credit 

risk profile.   If the returns are the same over a stated period, then it 

could be assessed that the portfolio generated a higher risk adjusted 

return if the credit risk was considered less than the duration risk.   

 

When the asset allocation choices are removed from the benchmark 

selection equation, it comes down to determining the appropriate 

duration of the benchmark (market price risk).    

 

Total Return Benchmarks – tend to be used by investment managers that 

are not impacted by variable cash flows.   The portfolio size and 

requirements remain relatively stable and the objective of the fund is to 

grow and maximize returns.  Typically, a total return manager is active in 

buying and selling securities to make market adjustments based on 

expected outcomes and to weight the portfolio classes relative to the 

benchmark.  Blended customized benchmark, which have various asset 

structures, are more difficult to interpret portfolio manager value.  
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Investment 

Policy 

Reference to 

Performance 

Benchmarks 

O. Selection of  Investment Advisors, Consultants/Managers 

5. The investment advisor, consultant or manager shall report 

quarterly, in writing, to the investment committee.  The report shall (i) 

establish performance benchmarks for the state treasurer’s portfolios, 

if performance benchmarks are not established by the state 

treasurer, and (ii) review recommended investments, portfolio 

strategies and/or performance against the benchmarks. The report 

shall be included in the state treasurer’s next monthly report to the 

state board of finance.  Performance benchmarks established by the 

state treasurer or the investment advisor, consultant and /or manager 

must be approved by the state board of finance.  

 

P. Performance Benchmarks:   The investment portfolio shall be 

designed and managed with the objective of obtaining a market 

rate of return throughout budgetary and economic cycles, 

commensurate with the investment risk constraints of cash flow needs 

of the state.  

1. Short-term funds and funds that must maintain a high degree of 

liquidity will be compared to an appropriate short-term index that 

has been approved by the board of finance.  

2. Medium term investments and other funds that have longer terms 

shall be compared to indices of similar duration that have been 

approved by the state board of finance.  

3. Investment returns (to include total return) shall be calculated by the 

state treasurer and reported to the investment committee and state 

board of finance on a quarterly basis.  Returns will be reported and 

compared to appropriate benchmarks for the most recent period 

and the trailing twelve months.  

4. Upon sufficient appropriation by the state legislature, an 

independent investment consultant, selected by the state treasurer 

and approved by the board of finance shall calculate quarterly 

investment performance against established benchmarks and report 

the evaluation results to the investment committee and the state 

board of finance.  
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DFA 

Performance

Benchmark 

for Total 

General 

Funds 

Total Fund Balance 1 Year Period 

Annual Wgt Balance % Holdings Weighted Return Benchmark Return Difference 

 $       548,375,622.64  45%       

 $       667,867,618.72  55%       

 $    1,216,243,241.36    1.05% 0.983% 6.7 bp 

DFA has an established benchmark performance target for the  

STO General Funds to outperform the designated 

benchmark by 5 basis points. 

 

This past fiscal year on a blended basis the Total General Fund total return 

was 1.05% versus the blended benchmark of .983% resulting in  a positive 

 variance of 6.7basis points.    

 

When reviewing current benchmarks consideration to the overall fund 

benchmark should be incorporated. 
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STO 

Benchmark 

for General 

Fund 

  

 

   

LIQUIDITY FUND: The current benchmark is the S&P GIP’s 

Benchmark. 

 

Recommendation:   Keep this as the benchmark for liquidity.  

 

CORE FUND: The current benchmarks at STO are customized 

and represent specific maturity buckets as well as asset 

allocation structure. Consideration should be given to the type 

of management that occurs in the fund.  

 

  Alternative. #1:  Total Return Benchmark  Recommendation 

Current Benchmark –General Fund Core –( BB Code) 

15% 0-1 Treasury BofA ML index   (GOQA)  

70% 0-5 Agency  Bullet BofA ML Index (GVPB) 

15% 0-5 Agency Callable BofA ML Index (GVPC) 

 

Duration 12/31/11 -   1.96Years 

  Alternative # 2: Cash Management Benchmark  

Treasury Benchmark 

 100% 1-3 Year Index (G1O2) 

 Duration 12/31/11 1.88 Years 

 or 

 100% 0-5 US Treasury Index (GVQA) 

 Duration 12/31/11 – 2.14 years 

 

Recommendation:  Discuss at STIC Meeting 

 

TOTAL GENERAL FUND BENCHMARK:  This is the benchmark 

that will be presented to DFA annually and their objective is for 

the total general fund to outperform the benchmark by 5 basis 

points.   

 

 Recommendation:  50% S&P GIPS’s  

       50% CORE FUND BENCHMARK 
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STO 

Benchmark 

for General 

Fund     

Historical 

Analysis 

 

  

 

The investment policy (P.3.)  requires that the portfolio be compared to 

the benchmark for the current quarter and the trailing 12 months.  

As of 6/30/11       

  

GENERAL FUND 

ALTERNATIVES       

  1 Year 3 Year Duration 

General Fund Core 1.65 3.26 1.48 

Current Benchmark 1.91 3.75 1.87 

ML 1-3 Treasury Index 1.33 2.80 1.88 

ML 0-5 Treasury Index 2.14 3.30 2.17 
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STO 

Benchmark 

for BPIP 

Funds 

  

 

   

The BPIP funds are managed to provide cash flow for scheduled project and 

bond proceeds.   Additionally, the tax-exempt funds earnings yield is 

currently tracked against the weighted issuance rate.   Consideration of the 

objectives of the BPIP funds as total return funds versus cash managed 

assets must be determined to assist in selecting the most appropriate 

benchmark.  

 

 

 Alternative. #1:  Total Return Benchmark   

  

Current Benchmark – BPIP – Project Funds 

 10% 0-1 Treasury BofA ML Index (GOQA) 

 90% 0-3 All Agency BofA ML Index (G1P0) 

 

Duration 12/31/11 – 1.65 Years 

  

Alternative # 2: Cash Management Benchmark  

 100% Treasury 0-3  

 

Duration 12/31/11 – 1.42 years 

 

Recommendation: to be discussed at the STIC meeting 
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STO 

Benchmark 

for LGIP 

  

 

   

The LGIP fund is currently benchmarks to the S&P GIP 

all government index.  This is a representation of all 

Government Investment Pools that are rated by S&P.   

 

 

 

   

Current Benchmark – LGIP 

100% S&P GIPS all government funds 

 

Duration 12/31/11 – .41 days  

 

Recommendation:  Continue to use this benchmark 
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STO 

Summary of 

benchmarks 

and sample 

report for 

future 

quarterly 

executive 

summary. 

 

  

 

   

PORTFOLIO PERFORMANCE 

Current 

Quarter 

Trailing 1 

Year Difference 

Total General Fund .58  1.05 

     Total General Fund Benchmark .49 .983 .067 

General Fund Core .84 1.59 

     General Fund Benchmark .97 1.70 -.11 

BPIP Taxable .69 .80 

   BPIP Taxable Benchmark .80 1.47 -.67 

BPIP Tax Exempt .58 .93 

   BPIP TaxExempt Benchmark .80 1.47 -.54 

LGIP Pool -Gross .28 .28 

   LGIP Pool  Benchmark -Gross .18 .25 .03 

Sample report for future executive summary page of the 

quarterly report to provide to the state board of finance.  

The data in the table is for quarter ending 6/30/11 and 

for the fiscal year period with current benchmarks.  

PORTFOLIO PERFORMANCE 

Current 

Quarter 

Trailing 

1 Year Difference 

Total General Fund .58  1.05 

     Total General Fund Benchmark .49 .72 .33 

General Fund Core .84 1.59 

     Treasury 1-3  Benchmark .95 1.33 .26 

BPIP Taxable .69 .80 

    Treasury 0-3 Benchmark .76 1.06 -.26 

BPIP Tax Exempt .58 .93 

    Treasury 0-3 Benchmark .76 1.06 -.13 

LGIP Pool .28 .28 

   LGIP Pool  Benchmark .18 .25 .03 

The data in the table is for quarter ending 6/30/11 and 

for the fiscal year period with cash management 

benchmarks.  
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U.S. Economic and Fixed Income Market Review for Q4 2011 
Prepared January 6, 2012 

Treasury Market Held Hostage by Europe 
 

Europe remained in myopic focus in the fourth quarter 
of 2011. Tension lifted in October as the Eurozone 
came up with a fresh “Master Plan” to avoid mass 
default and credit default swap (CDS) haircuts in the 
region. The announcement effect of that plan was 
sufficient to drive yields to the highest level of the 
quarter. But cold, hard, reality set in over the span of 
the period and credit contagion was supplanted by a 
year-end liquidity squeeze. Yields subsequently drifted 
lower and Eurozone credit spreads erupted again before 
those trends were arrested by a fresh “temporary” 
bilateral dollar swap agreement in late November 
among six central banks at sharply discounted rates 
aimed at restoring some semblance of calm.  
 

 
 
According to the Fed, the coordinated action was “to 
enhance their capability to provide liquidity support to 
the global financial system. The purpose of these 
actions is to ease strains in financial markets and 
thereby mitigate the effects of such strains on the 
supply of credit to households and businesses and so 
help foster economic activity.”  The banks also retained 
the option of offering non-dollar liquidity in a pinch. 
 

 
 
The S&P 500 began the quarter in panic mode as 
risk-off was the preferred investor stance with 
Greece, Spain and Italy elbowing each other on the 
podium of the ugly pageant. From lows under 1,100 
the equity index made a steady ascent before 
stalling under 1,300 again into year-end. Likewise, 
the VIX equity volatility index began the quarter 
over 45.0, priced for high risk in Europe, virtually 
cutting that in half by December before bottoming 
out ahead of 20.0 and beginning the New Year 
around 22.0.  
 

 
 
The dollar index initially retreated sharply to start 
off October, having been beaten back by EU 
proposals aimed at restoring investor confidence. 
But it quickly based near 75.0 after it became clear 
that the ECB’s 3-year long-term refinancing 
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operations (LTROs) were virtual quantitative easing in 
drag. Bank balance sheets were not repaired in Europe 
and, in fact, deposits at the ECB surged rather than the 
fresh funding being recycled in higher yielding Italian, 
Spanish or Portuguese debt as planned. This was taken 
as a sign of euro weakness instead, helping propel the 
dollar back over 80.0 late in the year. Conversely, from 
highs of over $1.42 in October the euro sank to year-
end lows near $1.2850 and carried lower into January.   
 
Persistent rumors of bank failures in Europe and 
sovereign ratings downgrade threats continued to 
plague the markets. Even bouts of optimism appeared 
to be constrained by these ever-present threats. The 
ECB has been also forced to regularly smooth the jerky 
price action in European bonds, even potentially 
running into the limits of sterilization on these 
operations. That has placed some estimates of the 
ECB’s balance sheet well in excess of the Fed’s. 
Ratings agencies warned that individual countries and 
their collective safety mechanisms, such as the 
European Financial Stability Facility (EFSF) were 
under negative watch. Critically, a potential downgrade 
on either France or Germany from an AAA-rating could 
tip the scales over future funding costs of even these 
core countries at a very inopportune time. 
 

 
 
Estimates suggest that eurozone refinancing needs 
amount to around EUR 865 bln this year, and the heavy 
redemption schedule in Q1 could become a Sisyphean 
uphill struggle, especially for Italy. But European 
sovereigns are not the only ones facing high 
redemptions and financing needs. Estimates suggest 
that European banks are facing nearly EUR 800 bln of 
debt that comes due in 2012 and which largely needs to 
be rolled over. That at a time when markets remain 

nervous about the stability of the Eurozone boosted 
break up speculation. Banks are the main holders of 
eurozone sovereign debt and if one country defaults 
or leaves the eurozone it will have considerable 
knock-on effects. New capital rules, which will be 
enforced by the EBA and come into effect in the 
middle of next year, seek to improve the capital 
position of banks partly as a back up for this 
eventuality, but this alone will not be sufficient.  
 
It is clear that the ECB has a crucial role in all of 
this and the 3-year cash injection has helped to 
stabilize demand for sovereign bonds somewhat and 
bring short-term rates down. There is another 3-year 
auction in March and banks will need collateral for 
these auctions. In the past banks used their own debt 
as collateral, but the ECB has limited this 
possibility, so the ECB's auctions should support 
demand for eurozone bonds at least from European 
banks, which can quickly flip them into cash again.  
 
However, what the ECB cannot ensure is that these 
funds will also be passed on in the form of loans. So 
far banks are still hoarding most of the additional 
cash in the ECB's deposit facility. With more 
stringent capital requirements looming on the 
horizon, the risk of a full blown credit crunch is 
rising. At the same time it remains to be seen if the 
ECB's actions so far can prevent a funding crisis for 
sovereigns amid the heavy redemption schedule. 
With Italy’s Monti at the ECB’s helm, and a 
Belgian as the new chief economist, odds favor the 
ECB doing even more to support governments. 
 

  
 
Over the back half of the year commodity prices 
were tamed by slowing of global growth and 
deleveraging of long-held macro-bets in the sector. 
In some perverse reciprocity, elevated commodities 
earlier in the year likely contributed to the 
slowdown as well, taxing consumers and squeezing 
producers alike. From the high 660.0 area in 
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September the CRB future tumbled 100 points to 560.0 
by October before stabilizing then diving again into 
year-end.  

 
 
However, friction over Iran sanctions due to its nuclear 
policy has manifested in the Straits of Hormuz and 
saber-rattling vs. the U.S. Fleet boosted crude oil prices 
back above $100 barrel in January. NYMEX crude 
began the quarter near $75 as Europe appeared on the 
brink of implosion, before safety lines thrown from the 
ECB and the gang of six central banks revived growth 
hopes once more.  
 
As an indicator of credit risk, 2-year dollar swap spread 
blew through 2010 wides near +50 basis points (bp) to 
climb as high as +55 bp just prior to the central bank 
swap agreement before consolidating back below 50.0 
again – still about a third of 2008 crisis highs. Less 
drama on the 10-year swap spread saw a narrowing 
from the +20 bp area to +15 bp.   

 

Gold in Q4 was not the one-way bet it appeared to 
be in Q3 when it hit historic highs of $1,920 amid 
central bank reflationary leanings. With economic 
demand cooling in Asia and Europe, that left gold 
vulnerable to joining the commodity-led correction. 
In addition, rumors of European national central 
banks (NCBs) selling gold to help finance their 
domestic banking systems persisted, along with 
deleveraging. From highs over $1,800 this quarter 
the metal slumped to lows of $1,520 at year-end 
before bubbling back over $1,600 on risk factors in 
North Korea and Iran. 
 

 
 
The 2-year note yield bubbled back up from historic 
lows of 0.142% set in September, pivoting around 
0.25% for much of the quarter. Fed Op-Twist 
selling helped keep a floor under the short yield 
along with improved U.S. data, while the steady 
Fed at 0-0.25% and global credit/liquidity stress 
helped cap it. FOMC minutes of the Dec-13 
meeting intriguingly revealed that the Fed is 
considering releasing individual forecasts of its 
target rate, and targeting ultra-low rates past mid-
2013, among other new transparency steps. This 
could be a precursor to another round of 
quantitative easing (QE3) if the economy stumbles. 
 
 
 



                              This publication was authored by a third party, Action Economics, LLC.  This article does not  
necessarily reflect the expertise of Davidson Fixed Income Management, Inc. or its employees. 

 
 
Longer yields blew out early in the quarter after the EU 
made big promises about leveraging its way out of its 
debt problems in order to halt centrifugal forces on the 
union. But mean reversion was swift as the ECB 
struggled to keep the Eurozone flush with dollars, as 
U.S. lenders pulled back in order to avoid being drawn 
more deeply into the debt quagmire. Ratings threats in 
Europe and euro weakness put the shoe on the other 
foot so to speak. And a return of the safety premium 
into year-end was merely amplified by the Fed’s 
Operation Twist, which purchased long-dated 
Treasuries with the stated goal of flattening the curve. 
 

 
 
The 10-year yield peaked near 2.40% in October and 
was inevitably drawn back down to the 2.0% 
psychological area, before stretching as low as 1.81% in 
mid-December. The cash bond likewise topped 3.45% 
in October and sank as low as 2.80% in December 
before returning to form and gravitating back above 

3.0% again. 

 
The curve by and large responded to the Fed’s 
persistent prodding, narrowing from wides near 
+208 bp in late October to +155 bp in mid-
December. Few were willing to fight the Fed while 
a paucity of year-end liquidity and rising risk 
aversion played into its strategy. It has since 
widened back out to +175 bp into the New Year. 
The 10s-30s spread narrowed from +110 basis 
points to trade inside 100 basis points on more than 
one occasion. 
 
Treasury Yield Curve (Constant Maturities) 

current Change Over 
level 1 wk 4 wks 13 wks 1 year 

3-th 0.02 0.00 0.01 0.01 -0.12 
6-th 0.07 0.01 0.02 0.03 -0.11 

1-yr 0.11 
-
0.01 0.00 0.00 -0.18 

2-yr 0.27 0.02 0.05 -0.03 -0.33 
5-yr 0.88 0.05 -0.01 -0.20 -1.08 
10-yr 2.02 0.13 -0.05 -0.08 -1.32 
30-yr 3.06 0.17 -0.04 0.04 -1.42 
  

  

   The Economy and Fed 
 
The Fed chose to refrain from signaling any 
incremental policy easing heading into the final 
days of a rough and tumble 2011, evidently satisfied 
that it had done enough to shepherd the markets into 
the New Year. As expected, there was no major 
change in rates or guidance per se. The Fed 
statement said "the economy has been expanding 
moderately, notwithstanding some apparent slowing 
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in global growth." The statement acknowledged that the 
labor market has improved, though the FOMC is still 
concerned about the high jobless rate. The 
statement also said that there are still "significant 
downside risks to the economy" from the strains in the 
global financial markets. The 0%-0.25% target rate 
remained intact through mid-2013, with "operation 
twist" still in effect, along with prevailing reinvestment 
policies. The Chicago Fed's Evans dissented again in 
favor of more accommodation. 
 
There had been widespread speculation that QE3 hints 
might be hidden somewhere in the subtext, but it was 
scrupulously clean. Though there was plenty of press in 
advance that new communication policies were under 
construction, no hints at all of changes to come were 
buried in the statement. This was subsequently rectified 
in the FOMC minutes of the December meeting. An 
enhanced communication strategy will include Fed 
funds forecasts, starting with the January policy 
meeting.  
 
A potential precursor to QE3, a "number" of members 
suggested additional stimulus could be more effective if 
accompanied by enhanced communications. Among 
these, quarterly economic forecasts will include rate 
expectations for Q4 of the current year as well as the 
next few years. Additional steps could include inflation 
and unemployment targeting, while some members also 
mulled the need to extend ultra-low rates past their 
current guidance of mid-2013. Others were more 
reluctant to endorse further cuts. 
 
The Fed statement was unexpectedly dour on the 
economy, downgrading "strengthening somewhat" from 
November to "expanding moderately, notwithstanding 
some apparent slowing in global growth" in December. 
This retuned the emphasis to the downside, along with 
the view that "business fixed investment appears to be 
increasing less rapidly." On the flip-side the Fed gave a 
qualified upgrade to employment, as they 
referenced "some improvement in overall labor market 
conditions, but the unemployment rate remains 
elevated." It is noteworthy that the majority of the 
statement dealt with the economic risks, rather than any 
major inflation threat, which kept policy clearly biased 
toward accommodation. 
 
Moreover, “strains in global financial markets continue 

to pose significant downside risks to the economic 
outlook." Clearly the Fed has been bracing for more 
contagion from Europe, through the transmission 
mechanism of the financial markets. Even in the 
face of criticism that its extended swap agreements 
were a thinly disguised bailout of Europe, Chairman 
Bernanke has remained steadfast that the risks of 
spillover from Europe are material and significant.  
 

 
 
The U.S. December jobs report revealed a 200k 
payroll gain though with a surprising 8k in 
downward back-revisions that bucked the pattern of 
upward adjustments to leave the December jobs 
level roughly in line with assumptions. More 
importantly, the workweek rose to its 34.4 cycle-
high from 34.3 in November, but an upwardly-
revised 34.4 (was 34.3) in October left a stronger 
than expected hours-worked trend. The workweek 
has now regained the 34.4 level from last April and 
May, and big hours-worked gains were seen in the 
factory, construction and mining sectors alongside 
big job gains of 23k, 17k, and 7k respectively. A 
drop in the jobless rate to 8.5% also attracted 
attention, after annual back-revisions that smoothed 
the decline to 8.7% (actually, 8.65% from a revised 
8.64%) in November from 8.9% (was 9.0%) in 
October, though the decline remains largely a 
reflection of a contracting labor force, which fell 
another 50k in December alongside a 176k civilian 
employment increase. Overall, labor market 
conditions tightened into the end of 2011 just as 
most December indicators had suggested. 
 
The U.S. December payroll surge largely reflected a 
new seasonal pattern in the transportation 
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component of payrolls in December and January, 
however, as was seen last year. And it apparently needs 
to be factored into payroll forecasts each December and 
January until the BLS seasonals "catch up" with the 
trend in holiday sales toward online purchases. The 
BLS reported a 42k pop in employment at “courier 
services” that boosted December payrolls (more 
Fedex/UPS drivers to deliver growing online 
purchases), and we saw an associated 50k surge in 
transportation employment that exactly matched a 50k 
pop in December of 2010, even though monthly gains 
in this component usually track a fairly stable 7k-8k 
monthly pace. We saw a big 47k drop in the 
transportation component last January as the holiday 
effect was reversed, and a similar drop should be seen 
this year given this new seasonal pattern that 
economists will need to incorporate into their 
December-January forecasts. 
 

 
 
Most indicators have generally beat assumptions, 
though Q3 GDP growth was revised down to 
1.8% from 2.5%. Later this month we expect Q4 GDP 
headline growth to be 3.0% in the first release, 
following the finalized Q3 growth rate of 1.8%.  
Personal consumption should grow at a stronger pace 
than Q3, up 2.6% versus 1.7% in Q3 and only 0.7% in 
Q2. Final sales growth should be 3.0%, just slightly 
slower from 3.2% in Q3. Fixed investment growth is 
expected to slow to a still positive 7% for the quarter 
following 13.0% in Q3. Equipment and Software 
growth popped 16.2% in Q3 but is seen slowing back to 
6.0% growth in Q4. We expect net exports to pick up to 
a $19 bln pace from $13.7 bln in Q3. The export growth 
rate should be 4.1% following 4.7% in Q3. Inventories 
are expected to decline by $3 bln following the large 
$41.1 bln subtraction in Q3. Government spending fell 
0.1% in Q3, and should decline by another 1.5% in Q4. 

The Q3 GDP chain price index climbed at a 2.6% 
rate, Q4's should grow 0.7%.  
 

 
 
Anecdotal holiday retail sales data was mixed, with 
some increased volumes undermined by shrinking 
margins due to early and heavy discounting. 
December retail sales are expected to increase a 
modest 0.4% (median 0.2%), while the ex-auto 
aggregate is expected to grow by 0.5% (median 
0.3%). December unit vehicle sales are expected to 
decline to 13.3 mln for the month after beating 
expectations in November with 13.6 mln sales. 
Without the “Hormuz effect,” gas prices appear set 
to continue their recent run of declines adding 
downside risk to the gas station sales component. 
The PCE price index is expected to grow by 0.1% 
in December with the core rate growing by 0.1%. 
The data should be in line with a 2.6%, personal 
consumption growth rate for Q4.  
 

 
 
The Fed remains morose about the housing sector 
which "remains depressed," though housing starts 
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and other measures have strengthened in recent months. 
It even went so far as to issue a “White Paper” to 
Congress, arguing for more direct action on widening 
GSE refinancing availability to non-conforming 
borrowers, reforming the housing agencies with the aim 
of resurrecting demand. Additionally, doves Dudley 
and Rosengren appeared to be advocating more 
purchases of mortgage-backed securities (MBS). 
 

 
 
Housing starts are expected to fall 3.6% to a 660k unit 
pace in December following the 9.3% surge to a 685k 
unit clip in November. Permits are expected at 660k as 
well, from 681k permits in November and completions 
are expected at 550k from 542k. Starts have been on a 
firmer footing since June with August the only month 
dipping below 600k, an November setting a high back 
to March of 2010. Permits posted strong growth in 
November, growing by 5.7% to 681k. After three 
months of declines starting in July single-family starts 
grew 3.6% in October and another 2.3% in November.  
Much of the November jump was attributable to the 
25.3% pop in multi-unit starts for the month. Both starts 
and permits are slowly recovering from last year's tax 
credit hangover.   
 

 

 
 
Consumer confidence has managed to rebound over 
recent months, and consumer credit appears to be 
loosening up as well. December Consumer 
Confidence surged past expectations to 64.5 
(median 59.0) from 55.2 (was 56.0) in November. 
Expectations led the increase, rising to 76.4 from 
66.4 (was 67.8) in November. Current conditions 
also gained, rising to 46.7 from 38.3 for November. 
The six month employment outlook rose to 13.3 
from 12.4 (was 12.9) in November. This bounce 
brings confidence to the highest since April and is 
not far from our post-recession peak which was 
72.0 in February. The pull-back over the summer 
reflected rising U.S. and European sovereign debt 
fears and the associated market collapse, the U.S. 
ratings downgrade, and high food and energy 
prices. 
 

Fed Policy Outlook 
 

It’s a lock that the Fed will make significant, though 
nuanced, changes via increased transparency on the 
Fed funds target and economic projections starting 
in January -- they’ve told us so in the FOMC 
minutes. In terms of policy, for now we expect the 
Fed to adhere to the guidance in the last four FOMC 
statements. As a baseline, we anticipate status quo 
on ultra-low rate policy, reinvestment of maturing 
assets to maintain the elevated balance sheet and 
ongoing Op-Twist activity. 
 

 
 
Several doves and board members have started the 
year off with a push to reform the giant housing 
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agencies to unblock the housing sector. Some even 
suggested that the restoration of financial well-being at 
Fannie Mae and Freddie Mac should be secondary to 
restructuring mortgages and other market-clearing 
practices. Potential further MBS purchases also appear 
to remain a distinct possibility, along with potentially 
extending the horizon on low rates past the middle of 
2013.  
 
Hawks no doubt would like to see an exit to begin in 
the first half of 2013, with outright rate hikes in the 
second half of that year. But just how Europe shakes 
out early this year and, indeed, over the next several 
years could well determine how durable and strong the 
U.S. recovery proves to be. At some stage if the Fed 
manages to navigate these turbulence financial seas an 
exit will appear on the horizon. Only then will the Fed 

likely first end its practice of principal reinvestment 
and switch from the 0-0.25% range for the Fed 
funds rate to a reference to the 0.25% interest on 
excess reserve (IOER) rate. Then begins a multi-
year process of unwinding its massive portfolio, 
presumably before the upward inflation pressure 
normally seen in the later years of a cycle starts to 
kick in. 
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Month Ending Quarter Ending Last Last Last  Last 

Duration 12/31/2011 12/31/2011 Year 3 Years 5 Years 10 Years

U.S. TREASURY BENCHMARKS

US Treasury 90 Day Bill 0.22 0.00 0.00 0.10 0.40 1.48 1.95

US Treasury 0‐1 Year 0.51 0.01 0.06 0.31 0.40 1.97 2.20

US Treasury 0‐3 Year 1.43 0.04 0.15 1.17 1.23 3.11 2.89

US Treasury 1‐3 Year 1.89 0.05 0.20 1.55 1.56 3.69 3.25

US Treasury 0‐5 Year 2.21 0.13 0.34 2.69 2.00 4.09 3.52

US Treasury 1‐5 Year 2.71 0.17 0.42 3.36 2.39 4.77 3.97

US Treasury 1‐10 Year 4.10 0.58 0.75 6.76 3.46 6.07 4.83

TIPS BENCHMARKS

TIPS 1‐3 Year 1.55 ‐0.40 0.57 2.77 4.74 4.25 N/A

TIPS 1‐5 Year 1.82 ‐0.46 0.88 5.00 6.41 5.47 N/A

TIPS 3‐5 Year 2.02 ‐0.51 1.12 6.95 7.84 6.92 N/A

TIPS 1‐10 Year 2.73 ‐0.04 1.75 9.16 8.43 6.92 6.67

AGENCY BENCHMARKS

US Agency 1‐3 Year 1.73 0.07 0.19 1.53 2.01 3.93 3.53

US Agency 1‐5 Year 2.17 0.18 0.31 2.44 2.65 4.55 4.04

US Agency 1‐10 Year 2.66 0.29 0.45 3.82 3.27 5.24 4.73

AGENCY BULLET

US Agency 1‐3 Year Bullet 1.89 0.07 0.19 1.60 2.17 4.25 3.76

US Agency 1‐5 Year Bullet 2.41 0.20 0.32 2.62 2.89 4.99 4.34

US Agency 3‐5 Year Bullet 3.82 0.57 0.71 5.89 4.96 6.90 5.75

US Agency 1‐10 Year Bullet 2.99 0.32 0.49 4.17 3.57 5.76 5.10

AGENCY CALLABLE

US Agency 1‐3 Year Callable 1.22 0.08 0.23 1.21 1.37 2.89 2.79

US Agency 1‐5 Year Callable 1.31 0.11 0.28 1.67 1.68 3.16 3.10

US Agency 3‐5 Year Callable 1.65 0.24 0.45 2.95 2.51 3.81 3.72

US Agency 1‐10 Year Callable 1.34 0.13 0.30 2.19 2.02 3.52 3.50

CORPORATE

1‐3 Year Corp A‐AAA 1.85 0.27 0.52 1.61 5.76 4.13 3.97

1‐5 Year Corp A‐AAA 2.68 0.59 0.62 2.55 6.88 4.64 4.57

1‐10 Year Corp A‐AAA 4.21 1.30 1.15 4.54 8.71 5.18 5.30



Data source: Merrill Lynch Global Index System on Bloomberg. 
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As we review the market in 2012, it is important to keep our perspective regarding the significant 

issues that affected interest rates this year.  Just one year ago, ten year treasury yields were 

trading at 3.30%.  Then came the Arab Spring, the Japanese earthquake and tsunami, the debt 

ceiling debacle, double-dip fears and the mess in Europe.  In the middle of all this, S&P 

downgraded the US debt and yields on Treasury and Agency securities still reached their lowest 

yields in history. All these crisis points forced investors to flee to quality and that quality remains 

the US Treasury and GSE debt securities. The significance of the 10-year yield collapse is that 

longer term yields tend to tell us what the market expects in the future.  10-year treasuries hit a 

low of 1.695% in mid-September and ended the year just under 2%.  This low yield outlook does 

not give us great hope to see significantly higher yields in the immediate future.  

  

Important considerations for the coming year 

 Investment Strategy: It is important to evaluate the purpose of each investment fund to 

ensure that the investment strategy meets the investment objectives.   Longer-term portfolios 

may perform well in a sustained low rate environment.   Balancing risk and return in these 

longer funds will be critical.  

 Credit Default Risk:  Was 2008 the worst ever?  Does too big to fail to exist?  How are 

municipals really protected?  Will the pension exposure be too much for some?   Stay tuned 

and choose wisely.    

 Best Practices:  Never before have oversight boards been more interested in the investment 

side of the balance sheet.  Investment income is 1/5th of what it was just 5 years ago.  Is it 

the investment strategy or the market or a combination of both.  Being transparent, 

accountable and efficient are key themes.   

 



Market Overview 

  

Fed Policy:   

The Fed acknowledges the ongoing difficulties of Europe, saying strains in global financial 

markets continue to pose significant downside risks to the economic outlook. But they did 

acknowledge that the domestic economy continues to improve. Housing prices are stabilizing, 

unemployment remains elevated but confidence is improving.  The Fed expects inflation to remain 

below its long-term target over the next several quarters.  The most significant comments from the 

fed is their continued bias towards easing, a conclusion reinforced by its again mentioning its dual 

mandate of promoting full employment and price stability. We are not sure how they will ease 

further.  Fed funds remain at 0% and if they add to operation twist, longer-term rates could be 

significantly impacted. 

Source: Action Economics report: Third party provider to DFIM.   

Economic Indicators and Composite Economist Outlook : Bloomberg composite economic 

projections  are for growth of GDP, with controlled inflation and improved unemployment 

 

Source:  Bloomberg Fed Forecasts 

 

Indicator 2007 2008 2009 2010 2011 2012 est  2013 est 

Real GDP 2.10 0.40 -2.40 2.80 1.80 2.30 2.45 

CPI (YOY) 2.87 3.85 -0.30 1.60 3.20 2.10 2.10 

Unemployment 4.60 5.80 9.30 9.70 9.00 8.50 8.20 
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 Composite Economist’s Rate Projections:     No change is projected for overnight rates through 

Q3 2014.  Rates in the 2 year and 10 year are not expected to rise until the end of the year.   

 

 

 

 

 

 

Source:  Bloomberg 

STRATEGY FOR THE FOURTH QUARTER 2011 AND BEYOND:  

  

 STRATEGY FOR THE NEW YEAR 2012 

  

• Keep fully invested and keep liquidity balances minimized 

• Move and hold the portfolio durations close to benchmark durations 

• Use the yield curve when possible 

 

 

  

 

 

 

 

   

 

Maturity 2010 

Ending 

2011 

Ending  

Q1 

2012 est 

Q2 

2012 est 

Q3 

2012 est 

Q4 

2012 est 

Q1 

2013 est 

Fed Rate 0.25 0.25 0.25 0.25 0.25 0.25 0.25 

3 month 0.30 0.10 0.20 0.25 0.25 0.25 0.25 

2 year 0.60 0.24 0.29 0.36 0.45 0.56 0.72 

10 year 3.33 1.92      2.04 2.20 2.38 2.59 2.77 
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Portfolio Review – New MexiGrow LGIP  

 

 

Compliance Observations 

Sector Allocation The portfolio is compliant with policy and meets 

the standards of the AAA rating by S&P.   The 

exposure to bank deposits was reduced this 

quarter to 54%.  Note that on STO holdings 

report lists the bank deposits are listed as 

Repurchase Agreements instead of Bank 

Deposits.  STO is working on correcting the 

software to accept Bank Deposits. 

Credit Quality The portfolio remains in high quality securities 

as 26.3% is in US treasury holdings and TLGP 

paper.   TLGP holdings were increased this 

quarter.  Also purchased this quarter was a 

AAA rated Supranational World Bank bond– 

also know as International Bank for 

Reconstruction & Development. The sponsor of 

this bond is multi-government and the mission 

of the Supranational is to provide development 

financings, advisory services and other 

financial services to member countries to 

achieve overall goal of improving living 

standards through sustainable economic 

growth.  Par amount of the IBRD bond is 

$20,000,000.00. 

Maturity Sector The maturity is weighted to overnight holdings 

and the weighted average maturity is 56 days. 

The portfolio manager has added floating and 

variable rate notes with longer stated 

maturities.  S&P and 2a7 rule, state that the 

Weighted Average Maturity is measured to the 

reset date of these securities and Weighted 

Average Life (WAL) is measured to the final 

maturity date.  The current WAL is 111.6 days 

versus the maximum allowable of 120 days.  
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Objectives Observations 

Safety The portfolio is maintaining its AAA rating by 

S&P and had the highest quality investments in 

the portfolio.  The bank collateral is being 

monitored closely by STO to ensure safety of 

those assets.    

Liquidity Liquidity is being provided through bank 

deposits and 56% of the fund in these positions 

Return The portfolio is providing a yield which is 

consistent with the investment parameters. 



Portfolio Review – New MexiGrow LGIP 

 

 

  

 

Performance Observations 

Yield The Gross Yield on the pool is .26% and .21 

Net Yield for the quarter.  

Comparison to Benchmark The benchmark is the S&P GIP AAA rated 

government funds.  This consists of funds that 

invest similar to the LGIP and are rated AAA 

by S&P.  The return of the benchmark for the 

quarter was .10% Gross Yield and .01% Net 

Yield.  The primary difference in performance 

was the LGIP’s allocation in bank deposits 

versus the benchmark allocation in repurchase 

agreements and the fees charged by S&P 

GIPS.  

Outlook The floating rate notes are adding yield 

through the reset rates on those securities.  The 

outlook for interest rates remains low, 

therefore, the portfolio managers strategy of 

maximizing the WAM and WAL will continue to 

add value to the fund.  Diversifying the 

portfolio with the use of the IBRD (World Bank) 

note is adding value as well.  World Bank is 

currently selling more issues to US investors 

because they can be more competitive in rates 

with the decline in issuance by other GSEs. 
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Source:  STO Reports 

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND

Liquid Component- Bank/Repo $512,130,523 58.12%

Invested Component $369,075,469 41.88%

   Total Fund $881,205,992 100%

ASSET ALLOCATION MARKET VALUE % FUND

Bank Deposits - 5 Banks $482,098,813 54.71%

LGIP Bank Account $0 0.00%

Money Market Funds $0 0.00%

Bank CDs $0 0.00%

Commercial Paper $30,031,710 3.41%

US Treasury Notes/Bills $125,361,350 14.23%

GSE Agency Issues $116,631,280 13.24%

TLGP Notes/Variable $107,082,839 12.15%

Municipals $0 0.00%

Corporate Bonds-Supranational $20,000,000 2.27%

  Total Fund $881,205,992 100.00%  

 WAM MAXIMUM CURRENT

% OF 

MAXIMUM

Days 60 57 95%

WAL MAXIMUM CURRENT

% OF 

MAXIMUM

Days 111.7 120 93%
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Source:  S&P and STO reports 

Period Ending 12/31/2011

LGIP % Allocation S&P GIP  Pools % Allocation Difference

Agency *includes TLGP 25.39% Agency 36.51% -11.12%

Bank Deposits 54.71% Bank Deposits 13.34% 41.37%

Corporates-Supranational 2.27% Corporates 0.00% 2.27%

Commercial Paper 3.41% Commercial Paper 0.00% 3.41%

Money Market Funds 0.00% Money Market Funds 5.14% -5.14%

Municipal Debt 0.00% Municipal Debt 0.39% -0.39%

Treasury 14.23% Treasury 3.46% 10.77%

Repurchase Securities 0.00% Repurchase Securities 40.93% -40.93%

Average Maturity to Reset 57 Average Maturity 41 16

12/31/2011 Quarter Prev. Quarter 12 month

LGIP  - Gross 30 day 0.279% 0.26% 0.28% 0.28%

LGIP - Net 30 day 0.229% 0.21% 0.23% 0.23%

S&P GIP Govt - Gross 0.20% 0.10% 0.15% 0.17%

S&P GIP Govt - Net 0.08% 0.01% 0.06% 0.08%

T Bill 3 month 0.01% 0.00% 0.02% 0.05%
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• This report is provided for the purpose of assisting in the monitoring of the portfolios.   

 

• The data is provided by JP Morgan and STO internal reports from QED  

 

• Additional, data is used from reports provided by STO reports. 

 

• The information contained herein has been obtained from, or is based upon, sources believed by us to be reliable but no representation or 

warranty is made as to its accuracy or completeness.   

 

• Opinions expressed are solely those of  DFIM and its employees . 
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U.S. Economic and Fixed Income Market Review for Q4 2011 
Prepared January 6, 2012 

Treasury Market Held Hostage by Europe 
 

Europe remained in myopic focus in the fourth quarter 
of 2011. Tension lifted in October as the Eurozone 
came up with a fresh “Master Plan” to avoid mass 
default and credit default swap (CDS) haircuts in the 
region. The announcement effect of that plan was 
sufficient to drive yields to the highest level of the 
quarter. But cold, hard, reality set in over the span of 
the period and credit contagion was supplanted by a 
year-end liquidity squeeze. Yields subsequently drifted 
lower and Eurozone credit spreads erupted again before 
those trends were arrested by a fresh “temporary” 
bilateral dollar swap agreement in late November 
among six central banks at sharply discounted rates 
aimed at restoring some semblance of calm.  
 

 
 
According to the Fed, the coordinated action was “to 
enhance their capability to provide liquidity support to 
the global financial system. The purpose of these 
actions is to ease strains in financial markets and 
thereby mitigate the effects of such strains on the 
supply of credit to households and businesses and so 
help foster economic activity.”  The banks also retained 
the option of offering non-dollar liquidity in a pinch. 
 

 
 
The S&P 500 began the quarter in panic mode as 
risk-off was the preferred investor stance with 
Greece, Spain and Italy elbowing each other on the 
podium of the ugly pageant. From lows under 1,100 
the equity index made a steady ascent before 
stalling under 1,300 again into year-end. Likewise, 
the VIX equity volatility index began the quarter 
over 45.0, priced for high risk in Europe, virtually 
cutting that in half by December before bottoming 
out ahead of 20.0 and beginning the New Year 
around 22.0.  
 

 
 
The dollar index initially retreated sharply to start 
off October, having been beaten back by EU 
proposals aimed at restoring investor confidence. 
But it quickly based near 75.0 after it became clear 
that the ECB’s 3-year long-term refinancing 
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operations (LTROs) were virtual quantitative easing in 
drag. Bank balance sheets were not repaired in Europe 
and, in fact, deposits at the ECB surged rather than the 
fresh funding being recycled in higher yielding Italian, 
Spanish or Portuguese debt as planned. This was taken 
as a sign of euro weakness instead, helping propel the 
dollar back over 80.0 late in the year. Conversely, from 
highs of over $1.42 in October the euro sank to year-
end lows near $1.2850 and carried lower into January.   
 
Persistent rumors of bank failures in Europe and 
sovereign ratings downgrade threats continued to 
plague the markets. Even bouts of optimism appeared 
to be constrained by these ever-present threats. The 
ECB has been also forced to regularly smooth the jerky 
price action in European bonds, even potentially 
running into the limits of sterilization on these 
operations. That has placed some estimates of the 
ECB’s balance sheet well in excess of the Fed’s. 
Ratings agencies warned that individual countries and 
their collective safety mechanisms, such as the 
European Financial Stability Facility (EFSF) were 
under negative watch. Critically, a potential downgrade 
on either France or Germany from an AAA-rating could 
tip the scales over future funding costs of even these 
core countries at a very inopportune time. 
 

 
 
Estimates suggest that eurozone refinancing needs 
amount to around EUR 865 bln this year, and the heavy 
redemption schedule in Q1 could become a Sisyphean 
uphill struggle, especially for Italy. But European 
sovereigns are not the only ones facing high 
redemptions and financing needs. Estimates suggest 
that European banks are facing nearly EUR 800 bln of 
debt that comes due in 2012 and which largely needs to 
be rolled over. That at a time when markets remain 

nervous about the stability of the Eurozone boosted 
break up speculation. Banks are the main holders of 
eurozone sovereign debt and if one country defaults 
or leaves the eurozone it will have considerable 
knock-on effects. New capital rules, which will be 
enforced by the EBA and come into effect in the 
middle of next year, seek to improve the capital 
position of banks partly as a back up for this 
eventuality, but this alone will not be sufficient.  
 
It is clear that the ECB has a crucial role in all of 
this and the 3-year cash injection has helped to 
stabilize demand for sovereign bonds somewhat and 
bring short-term rates down. There is another 3-year 
auction in March and banks will need collateral for 
these auctions. In the past banks used their own debt 
as collateral, but the ECB has limited this 
possibility, so the ECB's auctions should support 
demand for eurozone bonds at least from European 
banks, which can quickly flip them into cash again.  
 
However, what the ECB cannot ensure is that these 
funds will also be passed on in the form of loans. So 
far banks are still hoarding most of the additional 
cash in the ECB's deposit facility. With more 
stringent capital requirements looming on the 
horizon, the risk of a full blown credit crunch is 
rising. At the same time it remains to be seen if the 
ECB's actions so far can prevent a funding crisis for 
sovereigns amid the heavy redemption schedule. 
With Italy’s Monti at the ECB’s helm, and a 
Belgian as the new chief economist, odds favor the 
ECB doing even more to support governments. 
 

  
 
Over the back half of the year commodity prices 
were tamed by slowing of global growth and 
deleveraging of long-held macro-bets in the sector. 
In some perverse reciprocity, elevated commodities 
earlier in the year likely contributed to the 
slowdown as well, taxing consumers and squeezing 
producers alike. From the high 660.0 area in 
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September the CRB future tumbled 100 points to 560.0 
by October before stabilizing then diving again into 
year-end.  

 
 
However, friction over Iran sanctions due to its nuclear 
policy has manifested in the Straits of Hormuz and 
saber-rattling vs. the U.S. Fleet boosted crude oil prices 
back above $100 barrel in January. NYMEX crude 
began the quarter near $75 as Europe appeared on the 
brink of implosion, before safety lines thrown from the 
ECB and the gang of six central banks revived growth 
hopes once more.  
 
As an indicator of credit risk, 2-year dollar swap spread 
blew through 2010 wides near +50 basis points (bp) to 
climb as high as +55 bp just prior to the central bank 
swap agreement before consolidating back below 50.0 
again – still about a third of 2008 crisis highs. Less 
drama on the 10-year swap spread saw a narrowing 
from the +20 bp area to +15 bp.   

 

Gold in Q4 was not the one-way bet it appeared to 
be in Q3 when it hit historic highs of $1,920 amid 
central bank reflationary leanings. With economic 
demand cooling in Asia and Europe, that left gold 
vulnerable to joining the commodity-led correction. 
In addition, rumors of European national central 
banks (NCBs) selling gold to help finance their 
domestic banking systems persisted, along with 
deleveraging. From highs over $1,800 this quarter 
the metal slumped to lows of $1,520 at year-end 
before bubbling back over $1,600 on risk factors in 
North Korea and Iran. 
 

 
 
The 2-year note yield bubbled back up from historic 
lows of 0.142% set in September, pivoting around 
0.25% for much of the quarter. Fed Op-Twist 
selling helped keep a floor under the short yield 
along with improved U.S. data, while the steady 
Fed at 0-0.25% and global credit/liquidity stress 
helped cap it. FOMC minutes of the Dec-13 
meeting intriguingly revealed that the Fed is 
considering releasing individual forecasts of its 
target rate, and targeting ultra-low rates past mid-
2013, among other new transparency steps. This 
could be a precursor to another round of 
quantitative easing (QE3) if the economy stumbles. 
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Longer yields blew out early in the quarter after the EU 
made big promises about leveraging its way out of its 
debt problems in order to halt centrifugal forces on the 
union. But mean reversion was swift as the ECB 
struggled to keep the Eurozone flush with dollars, as 
U.S. lenders pulled back in order to avoid being drawn 
more deeply into the debt quagmire. Ratings threats in 
Europe and euro weakness put the shoe on the other 
foot so to speak. And a return of the safety premium 
into year-end was merely amplified by the Fed’s 
Operation Twist, which purchased long-dated 
Treasuries with the stated goal of flattening the curve. 
 

 
 
The 10-year yield peaked near 2.40% in October and 
was inevitably drawn back down to the 2.0% 
psychological area, before stretching as low as 1.81% in 
mid-December. The cash bond likewise topped 3.45% 
in October and sank as low as 2.80% in December 
before returning to form and gravitating back above 

3.0% again. 

 
The curve by and large responded to the Fed’s 
persistent prodding, narrowing from wides near 
+208 bp in late October to +155 bp in mid-
December. Few were willing to fight the Fed while 
a paucity of year-end liquidity and rising risk 
aversion played into its strategy. It has since 
widened back out to +175 bp into the New Year. 
The 10s-30s spread narrowed from +110 basis 
points to trade inside 100 basis points on more than 
one occasion. 
 
Treasury Yield Curve (Constant Maturities) 

current Change Over 
level 1 wk 4 wks 13 wks 1 year 

3-th 0.02 0.00 0.01 0.01 -0.12 
6-th 0.07 0.01 0.02 0.03 -0.11 

1-yr 0.11 
-
0.01 0.00 0.00 -0.18 

2-yr 0.27 0.02 0.05 -0.03 -0.33 
5-yr 0.88 0.05 -0.01 -0.20 -1.08 
10-yr 2.02 0.13 -0.05 -0.08 -1.32 
30-yr 3.06 0.17 -0.04 0.04 -1.42 
  

  

   The Economy and Fed 
 
The Fed chose to refrain from signaling any 
incremental policy easing heading into the final 
days of a rough and tumble 2011, evidently satisfied 
that it had done enough to shepherd the markets into 
the New Year. As expected, there was no major 
change in rates or guidance per se. The Fed 
statement said "the economy has been expanding 
moderately, notwithstanding some apparent slowing 
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in global growth." The statement acknowledged that the 
labor market has improved, though the FOMC is still 
concerned about the high jobless rate. The 
statement also said that there are still "significant 
downside risks to the economy" from the strains in the 
global financial markets. The 0%-0.25% target rate 
remained intact through mid-2013, with "operation 
twist" still in effect, along with prevailing reinvestment 
policies. The Chicago Fed's Evans dissented again in 
favor of more accommodation. 
 
There had been widespread speculation that QE3 hints 
might be hidden somewhere in the subtext, but it was 
scrupulously clean. Though there was plenty of press in 
advance that new communication policies were under 
construction, no hints at all of changes to come were 
buried in the statement. This was subsequently rectified 
in the FOMC minutes of the December meeting. An 
enhanced communication strategy will include Fed 
funds forecasts, starting with the January policy 
meeting.  
 
A potential precursor to QE3, a "number" of members 
suggested additional stimulus could be more effective if 
accompanied by enhanced communications. Among 
these, quarterly economic forecasts will include rate 
expectations for Q4 of the current year as well as the 
next few years. Additional steps could include inflation 
and unemployment targeting, while some members also 
mulled the need to extend ultra-low rates past their 
current guidance of mid-2013. Others were more 
reluctant to endorse further cuts. 
 
The Fed statement was unexpectedly dour on the 
economy, downgrading "strengthening somewhat" from 
November to "expanding moderately, notwithstanding 
some apparent slowing in global growth" in December. 
This retuned the emphasis to the downside, along with 
the view that "business fixed investment appears to be 
increasing less rapidly." On the flip-side the Fed gave a 
qualified upgrade to employment, as they 
referenced "some improvement in overall labor market 
conditions, but the unemployment rate remains 
elevated." It is noteworthy that the majority of the 
statement dealt with the economic risks, rather than any 
major inflation threat, which kept policy clearly biased 
toward accommodation. 
 
Moreover, “strains in global financial markets continue 

to pose significant downside risks to the economic 
outlook." Clearly the Fed has been bracing for more 
contagion from Europe, through the transmission 
mechanism of the financial markets. Even in the 
face of criticism that its extended swap agreements 
were a thinly disguised bailout of Europe, Chairman 
Bernanke has remained steadfast that the risks of 
spillover from Europe are material and significant.  
 

 
 
The U.S. December jobs report revealed a 200k 
payroll gain though with a surprising 8k in 
downward back-revisions that bucked the pattern of 
upward adjustments to leave the December jobs 
level roughly in line with assumptions. More 
importantly, the workweek rose to its 34.4 cycle-
high from 34.3 in November, but an upwardly-
revised 34.4 (was 34.3) in October left a stronger 
than expected hours-worked trend. The workweek 
has now regained the 34.4 level from last April and 
May, and big hours-worked gains were seen in the 
factory, construction and mining sectors alongside 
big job gains of 23k, 17k, and 7k respectively. A 
drop in the jobless rate to 8.5% also attracted 
attention, after annual back-revisions that smoothed 
the decline to 8.7% (actually, 8.65% from a revised 
8.64%) in November from 8.9% (was 9.0%) in 
October, though the decline remains largely a 
reflection of a contracting labor force, which fell 
another 50k in December alongside a 176k civilian 
employment increase. Overall, labor market 
conditions tightened into the end of 2011 just as 
most December indicators had suggested. 
 
The U.S. December payroll surge largely reflected a 
new seasonal pattern in the transportation 
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component of payrolls in December and January, 
however, as was seen last year. And it apparently needs 
to be factored into payroll forecasts each December and 
January until the BLS seasonals "catch up" with the 
trend in holiday sales toward online purchases. The 
BLS reported a 42k pop in employment at “courier 
services” that boosted December payrolls (more 
Fedex/UPS drivers to deliver growing online 
purchases), and we saw an associated 50k surge in 
transportation employment that exactly matched a 50k 
pop in December of 2010, even though monthly gains 
in this component usually track a fairly stable 7k-8k 
monthly pace. We saw a big 47k drop in the 
transportation component last January as the holiday 
effect was reversed, and a similar drop should be seen 
this year given this new seasonal pattern that 
economists will need to incorporate into their 
December-January forecasts. 
 

 
 
Most indicators have generally beat assumptions, 
though Q3 GDP growth was revised down to 
1.8% from 2.5%. Later this month we expect Q4 GDP 
headline growth to be 3.0% in the first release, 
following the finalized Q3 growth rate of 1.8%.  
Personal consumption should grow at a stronger pace 
than Q3, up 2.6% versus 1.7% in Q3 and only 0.7% in 
Q2. Final sales growth should be 3.0%, just slightly 
slower from 3.2% in Q3. Fixed investment growth is 
expected to slow to a still positive 7% for the quarter 
following 13.0% in Q3. Equipment and Software 
growth popped 16.2% in Q3 but is seen slowing back to 
6.0% growth in Q4. We expect net exports to pick up to 
a $19 bln pace from $13.7 bln in Q3. The export growth 
rate should be 4.1% following 4.7% in Q3. Inventories 
are expected to decline by $3 bln following the large 
$41.1 bln subtraction in Q3. Government spending fell 
0.1% in Q3, and should decline by another 1.5% in Q4. 

The Q3 GDP chain price index climbed at a 2.6% 
rate, Q4's should grow 0.7%.  
 

 
 
Anecdotal holiday retail sales data was mixed, with 
some increased volumes undermined by shrinking 
margins due to early and heavy discounting. 
December retail sales are expected to increase a 
modest 0.4% (median 0.2%), while the ex-auto 
aggregate is expected to grow by 0.5% (median 
0.3%). December unit vehicle sales are expected to 
decline to 13.3 mln for the month after beating 
expectations in November with 13.6 mln sales. 
Without the “Hormuz effect,” gas prices appear set 
to continue their recent run of declines adding 
downside risk to the gas station sales component. 
The PCE price index is expected to grow by 0.1% 
in December with the core rate growing by 0.1%. 
The data should be in line with a 2.6%, personal 
consumption growth rate for Q4.  
 

 
 
The Fed remains morose about the housing sector 
which "remains depressed," though housing starts 
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and other measures have strengthened in recent months. 
It even went so far as to issue a “White Paper” to 
Congress, arguing for more direct action on widening 
GSE refinancing availability to non-conforming 
borrowers, reforming the housing agencies with the aim 
of resurrecting demand. Additionally, doves Dudley 
and Rosengren appeared to be advocating more 
purchases of mortgage-backed securities (MBS). 
 

 
 
Housing starts are expected to fall 3.6% to a 660k unit 
pace in December following the 9.3% surge to a 685k 
unit clip in November. Permits are expected at 660k as 
well, from 681k permits in November and completions 
are expected at 550k from 542k. Starts have been on a 
firmer footing since June with August the only month 
dipping below 600k, an November setting a high back 
to March of 2010. Permits posted strong growth in 
November, growing by 5.7% to 681k. After three 
months of declines starting in July single-family starts 
grew 3.6% in October and another 2.3% in November.  
Much of the November jump was attributable to the 
25.3% pop in multi-unit starts for the month. Both starts 
and permits are slowly recovering from last year's tax 
credit hangover.   
 

 

 
 
Consumer confidence has managed to rebound over 
recent months, and consumer credit appears to be 
loosening up as well. December Consumer 
Confidence surged past expectations to 64.5 
(median 59.0) from 55.2 (was 56.0) in November. 
Expectations led the increase, rising to 76.4 from 
66.4 (was 67.8) in November. Current conditions 
also gained, rising to 46.7 from 38.3 for November. 
The six month employment outlook rose to 13.3 
from 12.4 (was 12.9) in November. This bounce 
brings confidence to the highest since April and is 
not far from our post-recession peak which was 
72.0 in February. The pull-back over the summer 
reflected rising U.S. and European sovereign debt 
fears and the associated market collapse, the U.S. 
ratings downgrade, and high food and energy 
prices. 
 

Fed Policy Outlook 
 

It’s a lock that the Fed will make significant, though 
nuanced, changes via increased transparency on the 
Fed funds target and economic projections starting 
in January -- they’ve told us so in the FOMC 
minutes. In terms of policy, for now we expect the 
Fed to adhere to the guidance in the last four FOMC 
statements. As a baseline, we anticipate status quo 
on ultra-low rate policy, reinvestment of maturing 
assets to maintain the elevated balance sheet and 
ongoing Op-Twist activity. 
 

 
 
Several doves and board members have started the 
year off with a push to reform the giant housing 
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agencies to unblock the housing sector. Some even 
suggested that the restoration of financial well-being at 
Fannie Mae and Freddie Mac should be secondary to 
restructuring mortgages and other market-clearing 
practices. Potential further MBS purchases also appear 
to remain a distinct possibility, along with potentially 
extending the horizon on low rates past the middle of 
2013.  
 
Hawks no doubt would like to see an exit to begin in 
the first half of 2013, with outright rate hikes in the 
second half of that year. But just how Europe shakes 
out early this year and, indeed, over the next several 
years could well determine how durable and strong the 
U.S. recovery proves to be. At some stage if the Fed 
manages to navigate these turbulence financial seas an 
exit will appear on the horizon. Only then will the Fed 

likely first end its practice of principal reinvestment 
and switch from the 0-0.25% range for the Fed 
funds rate to a reference to the 0.25% interest on 
excess reserve (IOER) rate. Then begins a multi-
year process of unwinding its massive portfolio, 
presumably before the upward inflation pressure 
normally seen in the later years of a cycle starts to 
kick in. 
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FIXED INCOME BENCHMARK RETURNS 

 
December 31, 2011 

 

 
 
 
 
 

Month Ending Quarter Ending Last Last Last  Last 

Duration 12/31/2011 12/31/2011 Year 3 Years 5 Years 10 Years

U.S. TREASURY BENCHMARKS

US Treasury 90 Day Bill 0.22 0.00 0.00 0.10 0.40 1.48 1.95

US Treasury 0‐1 Year 0.51 0.01 0.06 0.31 0.40 1.97 2.20

US Treasury 0‐3 Year 1.43 0.04 0.15 1.17 1.23 3.11 2.89

US Treasury 1‐3 Year 1.89 0.05 0.20 1.55 1.56 3.69 3.25

US Treasury 0‐5 Year 2.21 0.13 0.34 2.69 2.00 4.09 3.52

US Treasury 1‐5 Year 2.71 0.17 0.42 3.36 2.39 4.77 3.97

US Treasury 1‐10 Year 4.10 0.58 0.75 6.76 3.46 6.07 4.83

TIPS BENCHMARKS

TIPS 1‐3 Year 1.55 ‐0.40 0.57 2.77 4.74 4.25 N/A

TIPS 1‐5 Year 1.82 ‐0.46 0.88 5.00 6.41 5.47 N/A

TIPS 3‐5 Year 2.02 ‐0.51 1.12 6.95 7.84 6.92 N/A

TIPS 1‐10 Year 2.73 ‐0.04 1.75 9.16 8.43 6.92 6.67

AGENCY BENCHMARKS

US Agency 1‐3 Year 1.73 0.07 0.19 1.53 2.01 3.93 3.53

US Agency 1‐5 Year 2.17 0.18 0.31 2.44 2.65 4.55 4.04

US Agency 1‐10 Year 2.66 0.29 0.45 3.82 3.27 5.24 4.73

AGENCY BULLET

US Agency 1‐3 Year Bullet 1.89 0.07 0.19 1.60 2.17 4.25 3.76

US Agency 1‐5 Year Bullet 2.41 0.20 0.32 2.62 2.89 4.99 4.34

US Agency 3‐5 Year Bullet 3.82 0.57 0.71 5.89 4.96 6.90 5.75

US Agency 1‐10 Year Bullet 2.99 0.32 0.49 4.17 3.57 5.76 5.10

AGENCY CALLABLE

US Agency 1‐3 Year Callable 1.22 0.08 0.23 1.21 1.37 2.89 2.79

US Agency 1‐5 Year Callable 1.31 0.11 0.28 1.67 1.68 3.16 3.10

US Agency 3‐5 Year Callable 1.65 0.24 0.45 2.95 2.51 3.81 3.72

US Agency 1‐10 Year Callable 1.34 0.13 0.30 2.19 2.02 3.52 3.50

CORPORATE

1‐3 Year Corp A‐AAA 1.85 0.27 0.52 1.61 5.76 4.13 3.97

1‐5 Year Corp A‐AAA 2.68 0.59 0.62 2.55 6.88 4.64 4.57

1‐10 Year Corp A‐AAA 4.21 1.30 1.15 4.54 8.71 5.18 5.30



Data source: Merrill Lynch Global Index System on Bloomberg. 
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